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I. INTRODUCTION
This article examines the federal income tax consequences of a
self-cancelling installment sale ("SCIS") and evaluates the SCIS as
an estate planning device. A SCIS is an installment sale which, as
part of the bargained for consideration provided by the seller, includes cancellation provisions in both the sales contract and the attendant promissory note ("SCIN").1 The cancellation provisions call
1. This type of installment sale and its attendant promissory notes are referred to as a
self-cancelling installment sale ('SCIS') and self-cancelling installment notes ("SCIN") in sev-
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for the abrogation of the promissory note in the event of the seller's
death, if the death occurs before the note's stated maturity date.
This self-cancellation feature distinguishes a SCIS from a conventional installment sale.
The SCIS has been around for many years. 2 Until recently, questions existed as to whether the value of the unpaid installment obligations, extinguished at the seller's death, was includible in his gross
estate for federal estate tax purposes. In 1980, the Tax Court clarified
the estate tax consequences of a SCIS.3 In Estate of Moss, the Tax
Court held that the value of the self-cancelling promissory note extinguished at the seller's death is not included in his gross estate for
federal estate tax purposes.4 Based on this holding, tax practioners
now view the SCIS as a viable estate planning technique generally
5
preferable to the private annuity.
To effectively evaluate the SCIS as an estate planning device,
consideration of a SCIS's income tax consequences is crucial. The
federal income tax consequences, however, are unsettled. No known
case or Internal Revenue Service ruling has considered the income
tax issues associated with SCISs. Tax commentators have presented
three theories regarding how the tax issues are resolved when a SCIN
is extinguished on the seller's death." All three theories incorrectly
analyze the income tax consequences. This article submits that
proper analysis of a SCIS's income tax consequences reveals a SCIS
is preferable to a private annuity, if the seller dies before the stated
SCIN term. As an estate planning device, however, a SCIS is nothing
more than a gamble. Moreover, as an estate planning gamble, a SCIS
eral articles. See Banoff & Hartz, It's No Sin to SCIN! A Reply to Professor Blum on SelfCancelling Installment Notes, 60 TAXES 187 (1982) [hereinafter cited as Banoff & Hartz, It's
No Sin to SCIN]; Banoff & Hartz, Sales of Property: Will Self-Cancelling Installment Notes
Make Private Annuities Obsolete?, 59 TAXES 499 (1981) [hereinafter cited as Banoff & Hartz,
Sales of Property]; Blum, Self-Cancelling Installment Notes - The New SCIN Game?, 60
TAXES 183 (1982); Strizever, Self-Cancelling Notes Increase Planningand Risks of a Sale Over
Private Annuities, 32 TAX'N FOR AccT. 20 (1984). These installment sales also have been referred to as death terminating installment sales ("DTIS"). See Roszak, Installment Sales Terminating at Death Versus Private Annuities as Estate Planning Devices, 59 J. TAX'N 20
(1983).
2. Cf. Austin v. Commissioner, 26 B.T.A. 1216 (1932), aff'd, 73 F.2d 758 (7th Cir. 1934)
(The case notes which by their terms and the terms of a contract executed at the same time
were payable only in the event the obligee was alive on the due date. The notes were not,
however, issued pursuant to an installment sale.).
3. Estate of Moss v. Commissioner, 74 T.C. 1239 (1980), acq. in result only, 1981-1 C.B. 2.
4. 74 T.C. at 1247.
5. See Banoff & Hartz, It's No Sin to SCIN!, supra note 1, at 196; Banoff & Hartz, Sales
of Property, supra note 1, at 499, 501-07; Pinzur & Beskin, Installment Sales for Estate Planning Purposes Under the New Act, 59 TAXES 407, 413-14 (1981); Roszak, supra note 1, at 20;
Strizever, supra note 1, at 20.
6. These theories are set forth in the text, see infra notes 34-57 and accompanying text.
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is a poor bet.

II.

THE CHARACTERISTICS OF A

SCIS

The principal benefit of a SCIS is that the unpaid installment obligations, extinguished at the seller's death, are not included in his
gross estate for federal estate tax purposes. To obtain this benefit, a
sale transaction must constitute a bona fide SCIS.7 The Tax Court's
opinion in Estate of Moss s established the requirements for a bona
fide SCIS. The three principal characteristics of a bona fide SCIS are
a cancellation provision, payment of an appropriate risk premium,
and an adequate maturity date.
The cancellation provision must be included in both the sales
agreement and accompanying installment note.9 In Estate of Moss,
the Internal Revenue Service ("IRS") argued the cancelled installment obligations constituted a disguised bequest of the notes to the
purchaser and were, therefore, includible in the seller's gross estate. 10
The Tax Court noted that the most significant feature of a bequest
or testamentary action is its ambulatory nature during the decedent's
lifetime.1" A taxpayer retains control over the transfer of property at
his death and may unilaterally revoke a will during his lifetime.' 2
This continuing control is a sufficient property interest that warrants
inclusion of the property's value in the decedent's gross estate.' 3
Conversely, if the decedent lacks the power to alter his transfer of
the property, and all other interests he had in the property lapse at
his death, no significant property interest remains at his death and
the value of the property is not includible in his gross estate. 4 By
including the SCIS's cancellation provision in both the sales contract
and accompanying notes, the seller loses his power to alter the transfer of the notes at his death. Once the sale is executed, the fact that
any unpaid obligation will be extinguished at the seller's death is a
matter of contract, and is not subject to the unilateral control of the
7. If the sale transaction does not constitute a bona fide SCIS, the usual estate tax principles which apply to installment obligations govern, and the value of the unpaid obligations are
includible in the seller's gross estate.
8. 74 T.C. at 1243-49.
9. See generally Pinzur & Beskin, supra note 5, at 410; Roszak, supra note 1, at 21;
Strizever, supra note 1, at 20.
10. 74 T.C. at 1239. The IRS argued the remaining notes should be included in the decedent's gross estate because the decedent chose to pass the property under the guise of the notes
which were cancelled upon death, rather than through his will as he had planned prior to the
sale. Id.
11. 74 T.C. at 1247.
12. Id.
13. See I.R.C. § 2038 (West 1985).
14. See I.R.C. § 2033 (1982) or I.R.C. §§ 2036, 2038 (West 1985).
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seller. The situation is analogous to that of an annuity or an interest
limited for decedent's life. 15 Accepting this reasoning, the Tax Court
in Estate of Moss held that the value of the notes is not includible in
seller's gross estate because no property interest remains in the seller
at his death. 1
The second characteristic required for a SCIS is that the cancellation provision represents a part of the bargained-for consideration for
the purchase of the underlying property. This is reflected by the purchaser paying an appropriate "risk premium."" The risk premium
represents the amount a seller, dealing at arm's length, would want to
receive in return for the inclusion of the cancellation clause in the
sales agreement and attendant installment note. The premium compensates the seller for taking the risk that he may not live to collect
all the payments.
In Estate of Moss,"8 the stock sold to the corporation pursuant to
the SCIS was subject to a prior buy-sell agreement under which each
shareholder was required to sell his stock to the remaining shareholders at $440 per share upon the termination of his employment by
retirement or otherwise. The stock was actually sold to the corporation at $800 per share. The parties stipulated the sale was bona fide
and for full and adequate consideration. The court acquiesced in this
conclusion, stating in a footnote that the higher sales price supported
the position that the cancellation clause was not intended as a will
substitute, but rather constituted part of the consideration for the
purchase price of the stock.'"
The Tax Court's opinion suggests that unless the cancellation
provision is part of the consideration bargained for by the parties, as
reflected by the payment of a risk premium, the provision is susceptible to characterization as a will substitute. 0 The cancellation provision is a restriction on the debt obligation which decreases the value
of the obligation 2 ' by creating a risk that the obligation will be extinguished before the maturity date. If the negative effect the cancella15. 74 T.C. at 1247.
16. Id.
17. See generally Banoff & Hartz, Sales of Property, supra note 1, at 515-17: Pinzur &
Beskin, supra note 5, at 413; Roszak, supra note 1, at 21; Strizever, supra note 1, at 22.
18. 74 T.C. 1239.
19. 74 T.C. 1246-47 n.47.
20. Id.
21. Many factors influence the fair market value of a deferred debt obligation. Such factors include the nature of the security, if any, underlying the obligation, whether the obligor is
personally liable for payment of the obligation, the financial status of the obligor, the term of
the obligation and the nature of any restrictions that may apply to the obligation. See Comment, The Doctrine of Cash Equivalency as Illustrated by Land Sale Contracts and Notes
Received for Services Rendered, 22 U.C.L.A. L. REv. 219, 243-51 (1974).
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tion provision has on the fair market value of the deferred obligation
is ignored, the seller receives less than full and adequate consideration for the transfer of his property.22 The amount of the deficiency
represents a taxable inter vivos gift from the seller to the purchaser.2 3
No final conclusion has been reached as to the permissible forms
the risk premium may take.2 4 In Estate of Moss, the sales transaction
incorporated the risk premium as an increased purchase price for the
shares of stock. The risk premium represented the difference between
the $800 per share paid and the $440.30 per share price reflected in
the prior buy-sell agreement. Tax commentators have asserted that
the sales transaction can alternatively incorporate the risk premium
as an increased interest rate on the deferred portion of the SCIN. 25 A
premium in this form has beneficial tax effects for the buyer. If the
buyer is annually in a higher tax bracket than the seller, this form of
premium results in net income tax savings among the two.26 For purposes of this article, however, the particular form of the risk premium
is of little consequence. The approach suggested by this article for
analyzing the federal income tax consequences of a SCIS is not de22. No exact formula exists for purposes of computing the value of the required risk premium. Neither the findings of fact, nor the opinion in Estate of Moss, give any indication of
how the parties to the sale arrived at the excess value attributable to the cancellation provision.
The court merely acknowledged that the cancellation provision was part of the bargained-for
consideration the decedent had provided for the purchase of the stock. See 74 T.C. at 1246. In
support of this conclusion, the court stated that the purchaser paid $800 per share although the
stock was subject to a buy-sell agreement for $440.30 per share. 74 T.C. at 1246-47 n.7. This
was the extent of the court's discussion concerning the risk premium.
Furthermore, no indication is given regarding what the Tax Court felt would be an appropriate technique for valuing such a provision. Unless the risk premium is appropriately valued,
however, the sale is subject to taxation as an inter vivos gift on the grounds there was a transfer
for less than full and adequate consideration. This results in a taxable inter vivos gift.
23. Where property is transferred for less than a full and adequate consideration in
money or in money's worth, unless the transaction is bona fide, arm's length, and free from any
donative intent, the excess shall be considered a gift. Commissioner v. Wemyss, 324 U.S. 303,
306 (1945); I.R.C. § 2512 (1982); Treas. Reg. §§ 25.2511-1(g)(1), 25.2512-8 (1984). A private
annuity is similar to a SCIS in that its value at the date of the sales transaction is based on
certain assumptions, including the life expectancy of the seller, which might or might not be
realized. The gift tax consequences of a private annuity are determined on the day the annuity
is acquired, even if the actual value of the annuity turns out to be different than that predicted
by use of the mortality tables. See Fehrs v. United States, 45 A.F.T.R.2d 80-1695 (Ct. Cl. 1979);
Estate of Bartman v. Commissioner, 10 T.C. 1073 (1948). Due to the similarities between the
private annuity and SCIS, the gift tax consequences of a SCIS should also be measured at the
time of sale rather than at the transferor's death. See generallyBanoff & Hartz, Sales of Property, supra note 1, at 503; Roszak, supra note 1, at 22; Strizever, supra note 1, at 23.
24. While the risk premium in Estate of Moss was apparently reflected in the purchase
price, the court did not consider whether this was the only permissible form for a risk premium,
i.e., the premium may be reflected as an increased interest rate. 74 T.C. at 1246-47 n.7.
25. See Banoff & Hartz, Sales of Property,supra note 1, at 515-21; Blum, supra note 1,
at 185-86.
26. Banoff & Hartz, Sales of Property,supra note 1, at 516.
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pendent on, or affected by, the form of the risk premium.
The third characteristic required for a SCIS is that the seller's life
expectancy must exceed the SCIN's stated maturity period. 27 If the
installment payment period exceeds the seller's life expectancy, the
likelihood that the seller will never collect the entire amount of the
purchase price significantly increases. The portion of the purchase
price deferred beyond the seller's life expectancy is subject to attack
by the IRS as an inter vivos gift. 28 The IRS's position is based on the
premise that the seller never expected to receive the portion of the
purchase price deferred beyond his life expectancy. 29 Because the
seller never expects to receive them, those payments do not represent
consideration for the transfer of the property. Thus, a taxable gift
results at the time of the transfer.3 0
Additionally, if the installment payment period exceeds the
seller's life expectancy, the IRS may treat the sale as a private annuity.3 l Annuities are payments made over a period of time based on
life expectancy.3 2 The principal disadvantage of a private annuity, as
compared to a SCIS, is that the purchaser is not entitled to an interest deduction even though a portion of his payments is ordinary income to the seller.

III. A

HiPOTHETICAL

SCIS

TRANSACTION

For purposes of analysis, the following hypothetical will be used:
In January 1984, S makes a casual sale of personal property
which he has held for more than one year and which constitutes a capital asset. The sale is a bona fide SCIS. The selling
price is $10,000. The fair market value of the asset is $9,000
and the risk premium (reflected as an increased purchase
price) is $1,000. S receives $2,000 cash in the year of sale, and
P's promissory note with a face amount of $8,000. The note is
payable in equal annual installments of $2,000 each, plus in27. Whether the seller's actuarial or actual life expectancy rate is appropriate when considering the reasonableness of the SCIN's duration and risk premium is an open question. For
an excellent discussion of this point, see Banoff & Hartz, Sales of Property, supra note 1, at
515 (concluding the seller's actual life expectancy rate is appropriate).
28. Cf. Deal v. Commissioner, 29 T.C. 730 (1958); Rev. Rul. 77-299, 1977-2 C.B. 343 (a
transfer of property in the form of an installment sale will be treated as a gift if at the time of
the transfer the seller intended to forgive the notes that were received).
29. See supra note 28.
30. See generally Commissioner v. Wemyss, 324 U.S. 303 (1945).
31. Cf. Beane v. Commissioner, 15 T.C.M. (CCH) 38 (1956) (The taxpayer who had purchased a business, had not been required to make payments beyond the year of the vendor's
death. The court held the taxpayer's basis was the actual amount paid, and not the fair market
value of the business.).
32. See Rev. Rul. 69-74, 1969-1 C.B. 43.
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terest of nine percent on the balance due. The first payment
of principal and interest is due on January 1, 1985.
S's adjusted basis in the property is $4,000. S, a cash basis
taxpayer, reports the gain from the sale under the installment
accordance with section 453 of the
method of accounting in
33
Internal Revenue Code.
The facts of this hypothetical SCIS transaction will be employed at
various times throughout this article as the need arises.
IV.

PROPOSED THEORIES FOR ANALYZING THE INCOME TAX
CONSEQUENCES OF A

SCIS

Tax commentators have proposed three theories for analyzing the
income tax consequences of a SCIS. The consequences vary depending on the theory adopted. All three theories incorrectly analyze a
SCfS's income tax consequences. This section sets forth the three
theories and suggests a fourth, more adequate approach.
A.

The Bifurcation - Business Purpose Theory

Walter J. Blum has asserted that a SCIS is justifiable only if the
seller has a good business reason for having the unpaid notes selfcancel at his death.3 4 If no business reason exists, Blum proposes bifurcating the transaction for tax purposes.3 5 One part consists of a
sale and purchase of the propery for its fair market value, 6 in the
above example, $9,000. The seller's gain of $5,000 over his adjusted
basis is then accounted for under the usual rules for installment
sales. If the seller dies before all the notes are paid the balance of the
$9,000 sales price is dealt with in the manner prescribed for taxing
installment notes acquired by inheritance. 7 Under this approach, the
total gain realized by the seller is independent of the date of his
death.
The other part of the transaction consists of a wager based on the
seller's longevity.38 The payoff depends on the relationship between
33. Hereinafter all references to a "section" or "sections" in this article refer to sections
of the Internal Revenue Code of 1954, as amended.
34. Blum asserts asset values and wager stakes should always be kept separate. However,
he concedes that if a good business purpose exists for the self-cancelling feature, a risk premium is appropriate. Blum, supra note 1, at 185. The issue then, according to the Blum analysis, boils down to whether the appropriate form of the risk premium is an increased interest
rate or an increased purchase price.
35. Id. at 184.
36. Id.
37. Id. at 185.
38. Id.
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the date of the seller's death and the fulcrum date, the date to which
seller must survive in order to receive the $9,000 value of the asset.3 9
In the example, the fulcrum date is four years from the date of the
transaction. If the seller fails to survive to the fulcrum date, he loses
$200 multiplied by the number of years remaining to the fulcrum
date and the buyer gains an equal amount. If the seller survives to
the fulcrum date, he gains $1,000 and the buyer suffers an equal loss.
Neither the seller's nor the buyer's losses are deductible. ° The
seller's or buyer's winnings are taxable as ordinary income.
If a business reason exists for the self-cancelling provision, then
bifurcation is not appropriate. In this situation, the issue is whether
the risk premium is ordinary income to the seller or part of the proceeds from the sale of the property.41 Blum concludes that the risk
premium is ordinary income because the business purpose behind the
SCIN normally relates to the entire business relationship between
the seller and buyer and. not merely to the installment sale alone.42
Thus, the premium is not part of the sales price, since it represents
more than proceeds from the sale of property. Accordingly, the most
appropriate form of the risk premium is an increased interest rate.
The buyer is entitled to a deduction for the premium and the seller is
required to include it in ordinary income.4 3 Presumably, if the seller
dies before the notes are paid, the sales price is picked up under the
provisions of section 453(B).
B.

The Section 453B(f) Disposition Theory

Tax commentators and attorneys Sheldon I. Banoff and Michael
0. Hartz maintain that a business reason is irrelevant to the validity
of a SCIS. 44 Under this view, sections 453 and 453B(f) 46 govern a
SCIS's income tax consequences. If the seller lives to collect all the
payments the gain is accounted for under section 453. If the seller
39.
40.
41.
42.
43.
44.
Sales of
45.

Id.
Id.
Id.
Id. at 185-86.
Id.
See generally Banoff & Hartz, It's No Sin to SCIN!, supra note 1; Banoff & Hartz,
Property, supra note 1.
I.R.C. § 453B(f) (West 1985) provides as follows:

(f) Obligation becomes unenforceable. - For purposes of this section, if any installment
obligation is canceled or otherwise becomes unenforceable (1) the obligation shall be treated as if it were disposed of in a transaction other than
a sale or exchange, and (2) if the obligor and obligee are related persons (within the
meaning of section 453(f)(1)), the fair market value of the obligation shall be treated
as not less than its face amount.
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dies before the SCIN's maturity date the SCIN's extinguishment is a
section 453B(f) disposition.46 As a result, the decedent seller recognizes the remaining deferred gain on his final income tax return. 47
Consistent with a tax cost basis approach, the purchaser's basis in
the property remains the entire contracted for purchase price.4 8
Under this theory using the facts of the hypothetical and assuming the seller dies on March 27, 1986, the gross profit ratio determined under section 453 is 3/5. Thus, the seller recognized $1,200 of
gain in each of the years 1984 and 1985. Pursuant to subsections
453B(f) and 453B(a), the seller recognizes $3,600 of gain on his final
return in 1986. The purchaser's basis in the property is the full contracted for purchase price, $10,000.
C.

Extinguishment as a Nontaxable Event Theory

Neil S. Pinzur and Jay R. Beskin accept Banofi's and Hartz's po49
sition that a business reason is irrelevant to the validity of a SCIS.
Pinzur and Beskin also agree that if the seller lives to collect all the
payments, the gain is accounted for under section 453.10 Pinzur and
Beskin disagree with Banoff and Hartz, however, on the tax consequences caused by a SCIN's extinguishment on the seller's death.
Under their theory, a SCIN's estinguishment is not a section 453B(f)
disposition."' Rather, the extinguishment is a nontaxable event and
thus, neither the seller nor his estate recognize any gain.5 2 The purchaser's basis in the property, equal to the full contracted for
purchase price, is not subject to any adjustment as a result of the
46. Banoff and Hartz maintain that recognition of the deferred gain will result even
though the cancellation clause arose from bargained for consideration since section 453B(f) refers to installment obligations becoming cancelled or unenforceable, arguably, by whatever
means. See Banoff & Hartz, Sales or Property,supra note 1, at 504 n.33.
47. Banoff and Hartz conclude the gain is not § 691 income that should be reported on
the decedent-seller's gross estate's income tax return, because no other party received income
that the decedent would have received had he lived. Since no future income would be attributable to the decedent, § 691 never becomes operative. See Banoff & Hartz, Sales of Property,
supra note 1, at 505. See also Roth, Cancellation of an Installment Obligation Upon the
Death of the Payee, 58 TAXEs 309, 319-20 (1980).
48. See Banoff & Hartz, Sales of Property, supra note 1, at 506.
49. See generally Pinzur & Beskin, supra note 5.
50. See Pinzur & Beskin, supra note 5, at 407-08.
51. Id. at 410-11. In concluding that the SCIS's extinguishment is not a § 453B(f) disposition, the authors noted that Installment Sales Revision Act of 1980 added section 453B(f)(1)
specifically overruling the district court's holding in Miller v. Usry, 160 F. Supp. 368 (W.D. La.
1958). The Miller case held that the § 453B disposition rules were inapplicable to the gratuitous cancellation of an entire obligation or any installments as they came due. Since the
amendments address only gratuitous dispositions, the extinguishment of a SCIN pursuant to a
bona fide contract resulting from bargained-for consideration is outside the scope of §
453B(f)(1).
52. Pinzur & Beskin, supra note 5, at 410-11.
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extinguishment. 53
Using the facts of the hypothetical, and assuming the seller dies
on March 27, 1986, neither the seller nor his estate recognize the
$3,600 of deferred gain inherent in the extinguished SCIN. The seller
received $4,000 of payments and recognized $2,400 of gain. Even
though the purchaser paid only $4,000, he received a cost basis in the
property of $10,000.
D. Purchase Price Adjustment Theory
The theory proposed by this article characterizes a SCIS as a contingent payment sale. Section 453 and the accompanying temporary
regulations concerning contingent payment sales govern a SCIS's tax
consequences, and the temporary regulations treat the SCIN's extinguishment prior to its maturity date as an adjustment to the
purchase price of the property. 4 The net result of this theory is that
a SCIN's extinguishment has the same tax consequences as a section
108(e)(5) purchase-money debt reduction."
Again, using the facts of the hypothetical and assuming the seller
dies on March 27, 1986, the SCIN's extinguishment acts to reduce
the purchase price of the property from $10,000 to $4,000, the
amount of money actually paid by the purchaser and received by the
seller. The gross profit ratio is then recomputed using $4,000 as the
total contract price. Thus, the seller realized no gain from the sale of
the property. However, the seller has recognized $2,400 of gain to
53.
ing. He
Code.
54.
55.

Id. at 413. Under this theory, the purchaser in essence is getting something for nothis getting basis without having it pass through the wringer of the Internal Revenue
See Temp. Reg. § 15A.453-1(c)2(i), 46 Fed. Reg. 10,712 (1981).
I.R.C. § 108(e)(5) (West 1985) provides:

(5) Purchase-money debt reduction for solvent debtor treated as price reduction -

If -

(A) the debt of a purchaser of property to the seller of such property which arose out
of the purchase of such property is reduced,
(B) such reduction does not occur (i) in a title 11 case, or
(ii) when the purchaser is insolvent, and
(C) but for this paragraph, such reduction would be treated as income to the purchaser from the discharge of indebtedness,
then such reduction shall be treated as a purchase price adjustment.
Congress enacted this provision in 1980. The provision is intended to eliminate disagreements
between the IRS and the debtor as to whether, in any case in which the provision applies, the
debt reduction should be treated as discharge income or a true price adjustment. The reduction
to the purchaser is treated, for both the seller and the buyer, as a purchase price adjustment on
that property. S. REP. No. 96-1035, 96th Cong., 2d Sess. 16, reprinted in 1980 U.S. CODE CONG.
& AD. NEws 7017, 7031.

https://scholarship.law.ufl.edu/flr/vol36/iss5/4

10

1984]

Onda: Self-Cancelling Installment Sales: An Income Tax and Estate Plann
INSTALLMENT SALES

1031

date. To correct this, the seller is allowed a $2,400 deduction on his
final return, the character of which is determined under the princi56
ples of Arrowsmith v. Commissioner.
The extinguishment also causes a reduction in the purchaser's basis. The basis is reduced from the full contracted for purchase price
of $10,000 to the actual amount of money paid, $4,000. The purchaser also must return as income any excess deductions taken in
57
previous years, occasioned by the overstated basis.
V.

INCOME TAX ANALYsIs OF A SCIS

The primary income tax issues involved in a SCIS transaction are
first, whether bifurcating the SCIS into a sale component and a wager component is appropriate and second, whether a SCIN's extinguishment is a section 453(B)(f) disposition. This section discusses
these issues and concludes that bifurcation is not appropriate and
that a SCIN's extinguishment is not a section 453(B)(f) disposition.
Finally, application of the purchase price adjustment theory results
in the proper income tax analysis of a SCIS transaction. The
purchase price adjustment theory reflects the economic actualities of
the SCIS transaction.
A.

Why Bifurcation is not Appropriate

Professor Blum asserts that bifurcation of a SCIS transaction into
wager and sale components is appropriate only if there is no business
purpose for the cancellation provision. 8 Blum does not discuss what
constitutes a valid business purpiose. If a business purpose exists,
Blum concedes bifurcation is not appropriate." In addressing the bifurcation issue, this article considers first whether a business purpose
is required for a valid SCIS transaction and second, whether bifurcation is appropriate notwithstanding a business purpose.
According to Professor Blum's theory, the presence of a business
purpose changes the characterization of the note's self-cancelling feature from a wager to a valid contractual provision. 0 In other words,
the terms of a SCIS are respected if a valid business purpose exists
56. 344 U.S. 6 (1952).
57. This is based on the tax benefit rule. The purpose of the rule is to approximate results
produced by a tax system based on transactional rather than annual accounting. Section 111 is
a statutory codification of the rule but does not limit the application of the rule. The tax benefit rule permits a balancing entry when an apparently proper expense turns out to be improper.
Hillsboro Nat'l Bank v. Commissioner, 103 S. Ct. 1134 (1983).
58. See supra note 34.
59. Id.
60. Id.
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for such terms. This contention is without merit. The gain from a
SCIS transaction is section 61(a)(3)6 1 gross income and not section
61(a)(2) 2 gross income. Sections 61(a)(3) and 453 deal specifically
with casual sales of personal or real property. 3 A business purpose is
never a requirement for such sales. Courts look to the parties' purposes and motivations only to determine whether the form of the
transaction complies with the realities of the transaction.6 4 A purely
personal purpose for making the sale does not by itself render the
sale non-bona fide. 5 For example, the self-cancelling feature of a private annuity is respected if the private annuity was selected solely for
estate planning purposes. 66 Similarly, the courts and the IRS should
respect the self-cancelling feature of a SCIS if the transaction is a
bona fide sale and the form of the transaction is in accord with the
realities of the situation. The seller's desire to maximize potential
lifetime receipts, through the use of the risk premium, while foregoing any payments to his heirs should he die prematurely, does not
prevent the transaction from being a bona fide sale.
A more difficult issue raised by Professor Blum's theory is
whether a wager analysis is appropriate for a SCIS transaction. To
summarize Professor Blum's theory, the SCIS transaction is bifurcated into a sale and purchase of the property for the property's fair
market value and a wager in the amount of the risk premium.6 7 Professor Blum maintains asset values and wager stakes should be kept
separate because they pertain to two distinctly different exchanges
that are being wrapped together. This approach prevents the conversion of ordinary income from a successful wager into capital gain for
the seller.6 " It also prevents the purchaser from obtaining a basis in
61. I.R.C. § 61(a)3 (West 1985) provides: "61(a) General definition - Except as otherwise
provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items: . . . (3) Gains derived from dealings in
property;. . ... "
62. I.R.C. § 61(a)2 (West 1985) provides: "61(a) General definition - Except as otherwise
provided in this subtitle, gross income means all income from whatever source derived, including (but not limited to) the following items: . . . (2) Gross income derived from business; ..
"
63. Casual sales of property can be contrasted with sales in the ordinary course of business. Compare I.R.C. §§ 61(a)3 and 453 (West 1985) with I.R.C. §§ 61(a)2 and 453A (West
1985).
64. See Lafargue v. Commissioner, 689 F.2d 845 (9th Cir. 1982). See also Lazarus v. Commissioner, 58 T.C. 854 (1972), aff'd, 513 F.2d 824 (9th Cir. 1975).
65. See Lafargue v. Commissioner, 689 F.2d 845 (9th Cir. 1982). See also Banoff & Hartz,
It's No Sin to SCIN!, supra note 1, at 191-92 nn.31-32 (related party sales are valid if the
substance of the transaction complies with its form).
66. See Lafargue v. Commissioner, 689 F.2d 845, 849 (9th Cir. 1982) (the taxpayers devised the transaction solely for the purpose of disposing of the assets for the benefit of their
children, while minimizing tax consequences).
67. Blum, supra note 1, at 184-85.
68. Id. at 185.
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the property in excess of the property's fair market value. "
Conceptually, Professor Blum is correct in characterizing a SCIS
as a part sale, part wager transaction. The courts and the IRS, however, have thus far refused to treat sale and purchase transactions
with similar gambling overtones as wagers for tax purposes. The tax
policy goal of equity seeks similar tax treatment for similar transactions.7 0 Thus, the most compelling argument against bifurcating the
SCIS transaction is that the courts and the IRS have elected not to
apply a wager analysis for bifurcated transactions similar to the

SCIS.
A private annuity7 ' is similar to a SCIS in that the parties to an
annuity are hoping to come out ahead by gambling on the longevity
of the annuitant. Like a SCIS; the payoff in an annuity depends on
the relationship between the date of the seller's death and the fulcrum date, the time to which the seller must survive in order to receive the entire fair market value of the asset. Both the SCIS and the
private annuity mix two ordinarily distinct economic structures, a
purchase of an asset and an annuity venture/wager.
Purchasers in private annuity transactions sought to bifurcate the
transaction into its two economic structures and thereby deduct as
losses payments in excess of the fair market value of the property
transferred. 2 Under this theory, the annuity is issued for cash equal
to the fair market value of the transferred property.7 3 Therefore, payments exceeding the value of the annuity contract are deductible as
69. Id. at 184.
70. See S. SURREY, W. WARREN, P. MCDANIEL & H. AULT, FEDERAL INCOmE TAXATION:
CASES AND MATERIALS 868 (1972). Cf. Hilsboro Nat'l Bank v. Commissioner, 103 S. Ct. 1134
(1983) (purpose of tax benefit rule is to approximate results produced by a tax system based on
transactional rather than annual accounting).
71. An annuity, as used in this article, refers to the payment of a fixed sum of money,
annually or at more frequent intervals, for the life of a person. See Thornley v. Commissioner, 2
T.C. 220, 230 (1943), rev'd on other grounds, 147 F.2d 416 (3d Cir. 1945). The question arises as
to whether the annuity rules of § 72 and Rev. Rul. 69-74, 1969-1 C.B. 43 govern the SCIS
transaction. See generally Banoff & Hartz, It's No Sin to SCIN, supra note 1, at 187-89 (concluding the private annuity rules do not govern); Roth, supra note 49, at 320. The private
annuity rules deal with an economic problem not present in SCIS transactions; namely how to
account for the payments made and received if the seller outlives his life expectancy. See generally Andro, Non-Commercial Annuities - Income Tax Consequences to the Transferor
Who Exchanges Property in Return for an Annuity, 9 TAx. L. REV. 85 (1953-54); Lowry, The
Income Tax and Purchases of Property by Non-Commercial Annuity Agreements, 9 TAX. L.
REV. 191 (1953-54). Thus, the annuity rules are not applicable to a SCIS. The Treasury anticipates that regulations will be issued in the near future explaining the relationship among §§ 72,
453, 453B and 1001 for purposes of reporting a disposition of property in exchange for an annuity transaction. T.D. 7768, 1981-1 C.B. 296, 298.
72. See Steinback Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940). See also Lowry,
supra note 71, at 194-95.
73. Steinback Kresge Co. v. Sturgess, 33 F. Supp. 897, 898 (D.N.J. 1940).
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losses in the year in which the payments were made.74 This theory is
based on the same principles as Professor Blum's theory which provides that two distinctly different things are being wrapped together
which should be kept separate.
The courts7 5 and the IRS 76 rejected application of a bifurcation
theory to annuities, noting that the theory entails the anomalous realization of both gains and losses from what is essentially the same
transaction. Instead, the courts and the IRS adopted the capital expenditure theory which treats each annual payment as an installment
payment on the purchase price.7 7 Under this theory, each payment
increases the basis of property in the hands of the purchaser and no
loss deduction is permitted. 78 Thus, in a transaction similar to a
SCIS, the courts and the Service rejected a bifurcation approach.
The refusal of courts to adopt a wager analysis in asset purchase
situations also indicates the inappropriateness of such an analysis to
a SCIS transaction. In Walter Jasinski v. Commissioner,79 taxpayers
claimed a gambling loss for losses sustained on worthless debentures.
Taxpayers argued they were gambling when they bought low-priced,
high-yield debentures, because the debentures were so speculative.
The Tax Court's short answer to the taxpayers ° was that investing in
capital assets is not a wagering transaction as that term is used in
section 165(d). 8 1 Thus, where the cancellation provision is an integral
part of the purchase agreement, the wagering analysis should be rejected because section 165(d) does not apply to investments in capital
assets.
Professor Blum argues the wager analysis is necessary to prevent
the conversion of ordinary gain into capital gain for the seller.82 This
problem, however, goes more to the appropriate form of the risk pre74. Id.
75. See id. at 898 n.3 (listing relevant cases).
76. See Rev. Rul. 69-74, 1969-1 C.B. 43.
77. See supra notes 75 and 76.
78. Steinback Kresge Co. v. Sturgess, 33 F. Supp. 897, 898 (D.N.J. 1940). See also Lowry,
supra note 71, at 195.
79. 37 T.C.M. (CCH) 1 (1978).
80. The Tax Court must have considered the issue a settled question of law since the
decision was recorded as a memorandum decision. The Memorandum Opinions should be limited to those having non precedential value. They include any case decided solely upon the
authority of another, cases involving subjects already well covered by opinions appearing in the
bound volumes of the reports, failure of proof cases and some other miscellanous cases. Mur-

dock, What Has the Tax Court of the United States Been Doing?, 31 A.B.A. J. 297, 299 (1945)
(at the time the article was written, the Honorable J. Edgar Murdock was Presiding Judge of
the Tax Court).
81. 37 T.C.M. (CCH) at 3.
82. Blum, supra note 1, at 184.
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mium rather than to bifurcation.8 3 Professor Blum's argument that a
wager analysis is also necessary to prevent the purchaser from obtaining a basis in the property in excess of the property's fair market
value is without merit. The IRS acknowledges that if payments are in
excess of fair market value, they are includible in basis as long as the
payment is for the purpose of acquiring the property. 4 Once again
analogizing a SCIS to a private annuity, each payment should be
viewed as a payment for the acquisition of the property and therefore, includible in the purchaser's basis.
B.

Why the Extinguishment of a SCIN is a not Section 453(B)(f)
Disposition

According to the Pinzur-Beskin and Banoff-Hartz theories, the
tax consequences of a SCIN's extinguishment hinge on whether the
extinguishment is a section 453B(f) disposition. While a SCIS is subject to the installment method of reporting gain, focusing the analysis
on section 453B(f) overemphasizes the mere form of the statute and
takes little account of the actualities of taxation. The substance of
the transaction, rather than its form, is determinative of the tax consequences. "Moreover, in ascertaining the economic realities of the
transaction, a series of related transactions may not be broken into
bits and pieces but must be viewed as a whole. 86 The deferred payment plan focuses on the whole transaction rather than on separate
losses or gains in the several years of payment.8 7 The brief history of
sections 453 and 453B which follows illustrates this point.
1.

Background to Installment Method Provisions

Section 100188 governs the determination of the amount and the
83. See Banoff & Hartz, Sales of Property, supra note 1, at 515-20.
84. Rev. Rul. 80-42, 1980-1 C.B. 182.
85. Eisner v. Macomber, 252 U.S. 189, 206 (1919).
86. Minnesota Tea Co. v. Helvering, 302 U.S. 609, 613 (1938); Kanawha Gas & Util. Co. v.
Commissioner, 214 F.2d 685, 691 (5th Cir. 1954).
87. J.P. Jerpe v. Commissioner, 45 B.T.A. 199, 203 (1941), acq., 1942-1 C.B. 9.
88. The computation for the amount of gain or loss realized from a sale of property is
provided in § 1001(a) (West 1985). It reads as follows:
(a) Computation of gain or loss. The gain from the sale or other disposition of property shall be the excess of the amount
realized therefrom over the adjusted basis provided in section 1011 for determining gain,
and the loss shall be the excess of the adjusted basis provided in such section for determining loss over the amount realized.
The recognition rule is provided in § 1001(c) (West 1985). It reads as follows: "(c) Recognition
of gain or loss. - Except as otherwise provided in this subtitle, the entire amount of the gain
or loss, determined under this section, on the sale or exchange of property shall be recognized."
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recognition of gain or loss from the sale of property. A prerequisite to

the computation and recognition of gain or loss is a determination of
the amount realized from the sale by the seller.89 The amount realized is the sum of any cash received plus the fair market value of any
other property received.90 Once the amount realized is determined,
gain or loss realized from the sale is computed and generally recognized in the year of sale.9 1
This general rule, that gain realized from the sale of property is
recognized in the year of sale, created a hardship on sellers who received a substantial portion of the sales price in the form of a promise by the purchaser to make future payments.9 2 The sellers were required to pay taxes on the full amount of anticipated profits even
though they had received only a small portion of the sales price in
cash.9 3 Sellers often were forced to sell their obligations at times
when market conditions were not favorable to meet these tax
liabilities.9 4
Congress clearly understood the hardships created by the general
rule and responded to this problem by enacting the installment
method for reporting gain.9 5 The installment method is an accounting
provision which provides an exception to the usual tax accounting
rule that the gain realized on the sale of property is recognized in the
year of sale by spreading the tax over the period of payments.96 The
installment method alleviates possible liquidity problems that might
arise from the bunching of gain in the year of sale when a portion of
the selling price has not been actually received.9 7
The installment sale provision merely establishes a special
method of reporting income; 98 it was not meant to and does not affect
the ultimate determination of whether income is realized from the
sale of property.99 As originally enacted, the installment method ap89. See I.R.C. §§ 1001(a), (c) (West 1985).
90. See 1.R.C. § 1001(b) (West 1985).
91. See I.R.C. §§ 1001(a), (c) (West 1985). See also I.R.C. § 451(a) (West 1985); Tress.
Reg. § 1.451-1(a) (1984).
92. See Commissioner v. South Texas Lumber Co., 333 U.S. 496, 503 (1948).
93. Id.
94. See generally Warren Jones Co. v. Commissioner, 524 F.2d 788 (9th Cir. 1975).
95. I.R.C. § 212(b) (1926).
96. In re Steen, 509 F.2d 1398, 1404 (9th Cir. 1975).
97. Warren Jones Co. v. Commissioner, 524 F.2d 788 (9th Cir. 1975).
98. See Treas. Reg. § 1.446-1(c)(1)(iii) (1984) (section 453 is cited as an example of a
special method of accounting described elsewhere in chapter 1 of the Internal Revenue Code).
Commissioner v. South Texas Lumber Co., 333 U.S. 496, 502-03 (Supreme Court describes the
installment method as a "basis of accounting" and as an "accounting method").
99. See, e.g., S. REP. No. 960, 70th Cong., 1st Sess. 24 (1928) ("The installment basis
accords the taxpayer the privilege of deferring the reporting at the time of sale of the gain
realized, until such time as the deferred cash payments are made."); Roth, supra note 47, at
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plied only after the gain realized from the sale was determined. 100 If
the amount of the gain realized from the sale could not be determined the installment method was unavailable.101 Thus, the original
installment provisions worked only to defer the reporting of realized
gain.
Congress enacted the provisions governing dispositions of installment obligations two years after it enacted the installment method
provisions.102 The disposition provisions provided that the privilege
of deferring the reporting of gain terminated if the seller at any time
"distributed, transmitted, sold, or otherwise disposed of" the installment obligations.102 Prior to the enactment of the disposition rules,
sellers were free to assign the income realized from the sale, but not
yet recognized, to other taxpayers. 104 In some situations, the end result was that the deferred gain was never recognized for income tax
purposes.10 5 The purpose of the disposition provisions was to ensure
that the installment method did not subvert the dominant purpbse of
the revenue laws, the taxation of income to those who earn or otherwise create the right to receive income and who enjoy the benefit of it
when paid. 06 Accordingly, the existence of realized but unrecognized
gain is a prerequisite to the application of the disposition rules.
The facts and circumstances surrounding the entire transaction
are relevant to determining whether realized but unrecognized gain
exists at the time of disposition. Situations involving the modification
of the terms of a note by a reduction in the purchase price illustrate
this point.107 After the purchaser acquires the property, the seller and

the purchaser may agree to reduce the amount of the indebtedness
assumed by the purchaser. The reduction usually results because of
intervening circumstances that affect the purchaser's ability to pay
the original indebtedness. The courts and the IRS agree that when
the sale and subsequent modification transactions are viewed as a
whole, the resulting forgiveness of indebtedness is in essence a reduction of the purchase price. Thus, the reduction causes no recognition
of income. Instead, the seller's realized gain from the sale and the
315 & n.33.
100. See S. REP. No. 960, 70th Cong., 1st Sess. 22-24 (1928).
101. See Gralapp v. United States, 458 F.2d 1158 (10th Cir. 1972); In re Steen, 509 F.2d
1398 (9th Cir. 1975).
102. I.R.C. § 44(d) (1928).
103. Id.
104. See S. REP. No. 960, 70th Cong., 1st Sess. 16, 24 (1927).
105. Id.
106. Helvering v. Horst, 311 U.S. 112, 119 (1940).
107. See Hirsch v. Commissioner, 115 F.2d 656 (7th Cir. 1940); InterCity Television Film
Corp. v. Commissioner, 43 T.C. 270 (1963); Jerpe v. Commissioner, 45 B.T.A. 199 (1941), acq.,
1942-1 C.B. 9; Rev. Rul. 72-570, 1972-2 C.B. 241.
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purchaser's basis in the acquired property are appropriately reduced.
Under the installment method, a subsequent reduction in the
purchase price of the acquired property is technically a section
453B(f) disposition.'0 8 The courts and the IRS recognize that the
purpose of the disposition provisions is to ensure that the sellers ultimately bear the tax on any gain realized from their sale. Because the
subsequent modification transaction is in essence a purchase price reduction which reduces the seller's realized gain, the disposition provisions are not applicable. 10 9 In short, the courts and the IRS look at
the economics of the sale and subsequent reduction as a whole, and
determine the tax consequences accordingly. The substance and not
the form of the transactions govern the tax results.
Prior to the Installment Sales Revision Act of 1980110 ("Installment Sales Act"), the installment method was not applicable to contingent payment sales.11 1 If the amount realized from the sale was
incapable of being measured as a result of the contingency, the sale
was treated under the open transaction method of accounting. 2 Unlike the installment method which provides for ratable recovery of
basis and reporting of gain, 13 open transaction treatment permits the
seller to recover his basis completely before reporting any gain on the
sale." 4 Payments received after the seller has recovered his basis are
then reported entirely as gain in the year or years received." 5 The
character of the seller's gain reportable on deferred payments is determined by the character of the initial transaction." 6 Thus, for example, the gain on the sale of a capital asset is all capital gain.
Although the Treasury Regulations advise taxpayers that only in
"rare and extraordinary" cases will property be considered to have no
ascertainable fair market value,"17 the opportunity for deferring recognition of gain provided a great incentive for taxpayers to seek open
108. As a result of the reduction in the purchase price, the installment obligation becomes
unenforceable.
109. Rev. Rul. 72-570, 1972-2 C.B. 241 (The modificaton of the terms of a note by a reduction in the purchase price of the property is not a disposition within § 453B. Although
I.R.C. § 453B(f) was enacted subsequent to this Revenue Ruling, the principle that courts and
the IRS consider the economics of the transaction remains fixed. I.R.C. § 453B(f) does not alter
the holding of this ruling.).
110. The Installment Sales Revision Act of 1980, Pub. L. No. 96-471, 1980 U.S. CODE
CONG. & AD. NEWS (94 Stat.) 2247 [hereinafter cited as the Installment Sales Act].
111. See Gralapp v. United States, 458 F.2d 1158 (10th Cir. 1978); In re Steen, 509 F.2d
1398 (9th Cir. 1975).
112. See Burnet v. Logan, 283 U.S. 404 (1931).
113. See I.R.C. § 453(c) (West 1985).
114. See Burnet v. Logan, 283 U.S. 404, 413 (1931).
115. See id.
116. See id.
117. Treas. Reg. § 1.1001-1(a) (1984).
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transaction treatment. 118 Prior to the Installment Sales Act, sellers
agressively sought open transaction treatment by including provisions in the sales contracts which made the obligations of future payment contingent on certain specified events. 11 9 This action on the
part of sellers resulted in litigation of an increasing number of deferred payment sales. 20 If the courts found open transaction treatment was not available because the value of the contingent obligations was determinable, the seller recognized gain in the year of sale
because the contingent nature of the future obligation precluded the
installment basis of reporting the gain. 21 The end result was that
prior to the Installment Sales Act, no uniform method of reporting
gain from deferred payment sales existed; the method ultimately de1 22
pended upon the facts and circumstances of each sale.
In the Installment Sales Act, Congress acted to remove the seller's
incentive to devise convoluted forms of deferred payment obligations
in an attempt to obtain deferred reporting. 2" Congress created a
statutory deferred payment option for all forms of deferred payment
sales by extending eligibility for installment reporting to sales for a
contingent sales price.1 24 Under section 453, as amended, gains on
contingent price sales should be reported by applying ratable basis
118. This is based on the time value of money concept. A dollar in the hand of a taxpayer
today is worth more than a dollar to be paid in the future, because it can be invested and earn
additional dollars. The following example illustrates this concept.
Assuming interest at a rate of 5% after tax, the present value - the value today - of
$1,000 due in one year is only $952.40 .... [Tihe sum of $952.40 invested at 5% today
will grow to $1,000 at the end of.the year. If ... the $1,000 tax is not due until a year
from now, the taxpayer can meet that obligation by currently setting aside the sum of
$952.40. But if the tax is due today, the full $1000 will have to be surrendered. It follows
that a year's delay is worth $47.60 ($1,000 - $952.40) to the taxpayer....
M. CHIRELSTEIN,
AND CONCEPTS

FEDERAL INcOME TAXATION -

A LAW STUDENT'S GUIDE TO THE LEADING CASES

4-5 (2d ed. 1979).

119. A summary of the various techniques used by taxpayers is presented by Steer &
Heller, StructuringDeferred Payment Sales for Maximum Tax Advantage: A Current Analysis, 51 J. TAX'N 266 (1979).
120. See generally id.
121. See Gralapp v. United States, 458 F.2d 1158 (10th Cir. 1978); In re Steen, 509 F.2d
1398 (9th Cir. 1975).
122. See Ginsburg, Taxing the Sale for Future Payment, 30 TAX. L. REV. 471, 474 (1975)
(To describe the state of the law prior to the Installment Sales Act, Mr. Ginsburg borrowed the
following phrase used by Professor Eustice when he was describing the history of § 305: "[T]he
current state of the tax law applicable to sales for payment deferred is rich, colorful and
confusing.").
123. See Hearings on H.R. 6883 Before the Subcomm. on Select Revenue Measures,
Comm. on Ways and Means, 96th Cong., 2d Seas. 22, 24 (1980) (statement of Harry L. Gutman,
Deputy Tax Legislative Counsel Department of Treasury).
124. See S. REP. No. 1000, 96th Cong., 2d Seas. 22-23, reprinted in 1980 U.S. CODE CONG.
& AD. NEws 4696, 4717-18.
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recovery."' Section 453(0) directs the Secretary 2of6 Treasury to issue
1
legislative regulations to accomplish that result.
The purpose of the installment method is now twofold. First, the
method permits deferring, not escaping, recognition of realized gain.
Second, the method permits sellers to ratably recover their basis in
transferred property even though the gain realized from the sale is
not fixed and determinable. In light of the ratable basis recovery purpose, the importance of examining the facts and circumstances of the
entire transaction is crucial. Blindly applying the disposition provisions could result in the recognition of gain even though no gain is in
fact realized, since the installment method now applies to transactions in which the amount of the gain realized from the sale is not
determinable until the occurrence of some event.
2.

Examination of the SCIS Transaction

A SCIS transaction is a deferred payment sale of property. 2 ' The
selling price of the underlying property in a SCIS is contingent'2 s because the purchaser's obligation of future payment is conditioned on
the seller being alive at the due dates. Therefore, to describe the
SCIS transaction more precisely, it is a deferred payment sale subject
to a contingent selling price.
The installment method temporary regulations support the proposition that a SCIS is a contingent payment sale. 2 9 According to the
temporary regulations, a "contingent payment sale [is] a sale or other
125. See I.R.C. § 453(0)(2) (West 1985) (the Secretary shall prescribe regulations providing for "ratable basis recovery in transactions where the gross profit or the total contract price
(or both) cannot be readily ascertained.").
126. When the Treasury promulgates a legislative regulation, the regulation has the force
and effect of law. See Anderson, Clayton & Co. v. United States, 562 F.2d 972, 976 (5th Cir.
1977), cert. denied, 436 U.S. 944 (1978); Union Elec. Co. of Missouri v. United States, 305 F.2d
850, 854 (Ct. Cl. 1962). For an excellent discussion explaining the types of Treasury Regulations
and their legal effect, see M. SALTZMAN, IRS PRACTICE AND PROCEDURE 3.02(4) (1981).
127. A deferred payment sale is a sale transaction, which includes as part of the selling
price received by the seller, an obligation of future payment.
128. When the obligation of future payment is not fixed in amount, but rather is contingent on future events, the selling price is contingent. See Burnet v. Logan, 283 U.S. 404 (1931).
129. Temp. Reg. § 15A.453-1(c), 46 Fed. Reg. 10,711 (1981). The temporary regulations
generally apply to installment method reporting for sales of real property and casual sales of
personal property occurring after October 19, 1980. Temp. Reg. § 15A.453-0(a), 46 Fed. Reg.
10,709 (1981). Temporary regulations differ from final regulations only in the manner by which
they are issued. Temporary regulations are issued and take effect before the procedures for
proposed rulemaking have occurred. See 26 C.F.R. § 601.601(a)(3)(Guv) (1983). Whereas comments and requests for public hearings concerning a proposed regulation occur before the final
regulation is issued, these procedures occur after a temporary regulation is issued. Thus, a temporary regulation is more susceptible to amendment than a final regulation because the Treasury is required to accept comments and hold public hearings on the temporary regulation after
it is issued.
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disposition of property in which the aggregate selling price cannot be
determined by the close of the taxable year in which such sale or
other disposition of property occurs. ' 130 A SCIS is clearly a contingent payment sale, as defined in the temporary regulations, because
the aggregate selling price cannot be determined at the close of the
taxable year of sale. The aggregate selling price is not determined
until either the death of the seller or the expiration of the stated
payment period, whichever occurs first.
The question arises whether the contingent payment sales provisions were intended to apply to contingencies based on the seller's
life expectancy. This paper submits the contingent payment sales
provisions apply to all contingencies which are an integral part of the
purchase transaction. A contingency provision is an integral part of
the purchase transaction if it is part of the consideration bargained
for by the parties and a business or personal nondonative purpose
justifies its inclusion. A SCIS by definition qualifies for treatment
under the contingent payment sale installment method regulations.
3.

The Extinguishment of a SCIS

Upon execution of the SCIS agreement, under the facts of the hypothetical, the purchaser owns the property and owes nothing under
the agreement except the first payment. The purchaser obligates
himself to make additional payments only if the seller survives to the
date on which those payments are due. On the SCIN's extinguishment, the seller does not forebear the collection of any amount owed
him since he accepted the SCINs as full payment for the property.
The seller received everything he bargained for, thus no installment
obligation exists which can be subject to a disposition. The purchaser
does not recognize income on the extinguishment because the principle is well grounded that no income is realized upon the purchase of
property at a price below the readily identifiable market value. 31 In
short, the extinguishment of a SCIN is not a disposition under the
installment method provisions because no realized gain is escaping
recognition by the seller.

VI.

THE PURCHASE PRICE ADJUSTMENT THEORY APPLIED

The temporary regulations break contingent payment sales into
three broad categories, and specific ratable basis recovery rules apply
130. Temp. Reg. § 15A.453-1(c)(1), 46 Fed. Reg. 10,711 (1981).
131. See Milwaukee Sanitarium v. United States, 193 F. Supp. 299 (E.D. Wis. 1961);
Smith & Welton, Inc. v. United States, 164 F. Supp. 605 (E.D. Va. 1958).
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to each category.3 2 One category is contingent payment sales with a
stated maximum selling price.' Where a maximum selling price is
stated, the basis of the property sold is recovered on the basis of a
gross profit ratio determined by reference to the stated maximum
1 34
selling price.
A contingent payment sale is deemed to have a stated maximum
selling price if, under the terms of the agreement, the maximum
amount of sale proceeds that may be received by the taxpayer can be
determined as of the end of the taxable year in which the sale occurs."35 The stated maximum selling price is determined by assuming
that all the contingencies contemplated by the agreement are met, or
otherwise resolved, in a manner that will maximize the selling price
and accelerate payments to the earliest date or dates permitted
under the agreement."13 If, at a later time, the maximum selling price
is reduced because a contingency contemplated in the agreement occurs, the temporary regulations provide that the gross profit ratio is
then recomputed with respect to payments received in or after the
taxable year in which the event requiring reduction occurs. 13 The
Senate Report concerning sales subject to a contingency indicated
that if the taxpayer reported more income from installment payments received in previous taxable years than the total recomputed
income, the excess is deductible by the taxpayer in the adjustment
18
year as a loss.
A.

The Seller's Tax Results

Applying section 453 and the corresponding temporary regulations to the hypothetical fact situation, the selling price and total
contract price are $10,000.139 The gross profit from the sale is
$6,000140 and the gross profit ratio is 6/10.111 Accordingly, for each
132. See Temp. Reg. § 15A.453-1(c)(2), 46 Fed. Reg. 10,712 (1981) (sale for a contingent
price but with a stated maximum); Temp. Reg. § 15A.453-1(c)(3), 46 Fed. Reg. 10,714 (1981)
(sale for a contingent price with no stated maximum price in which payments are to be made
over a specified number of years); Temp. Reg. § 15A.453-1(e)(4), 46 Fed. Reg. 10,715 (1981)
(sale for a contingent price with neither a stated maximum selling price nor a fixed price).
133. See Temp. Reg. § 15A.451-1(c), 46 Fed. Reg. 10,712 (1981).
134. Id.
135. Id.
136. Id.

137. Id.
138. See S. REP. No. 1000, 96th Cong., 2d Sess. 23, reprintedin 1980 U.S.

CODE CONG. &
AD. NEws 4696, 4717-18.
139. See Temp. Reg. § 15A.453-1(b)2(v), 46 Fed. Reg. 10,709 (1981) (The term "contract
price" means the total contract price equal to the selling price ....
Since the selling price is
$10,000, the contract price is also $10,000.).
140. See Temp. Reg. § 15A.453-1(b)2(v), 46 Fed. Reg. 10,710 (1981) ("The term 'gross
profit' means the selling price less the adjusted basis as defined in § 1011 ....
Thus $10,000 -
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year S receives a $2,000 installment payment, he returns $1,200 as
gain attributable to the sale. 142 However, assuming S dies after year
two, S received and P paid only $6,000.143 Thus, the actual selling
price of the property is $6,000 and not $10,000.'4 The actual gross
profit is $2,000.145 S over-reported his gain by $2,800.146 Although S
clearly over-reported his gain from the property sale and some type
of corrective adjustment is necessary, the temporary regulations do
not specify the method for making the adjustment. The annual ac147
counting concept and the rationale of Arrowsmith v. Commissioner
would seem to govern the method for the corrective adjustment.
Under the annual accounting concept, each year constitutes a sep148
arate unit for purposes of determining the tax due for that year.
Transactions occurring in a taxable year should be accounted for in
that year and taxes resulting from those transactions should be paid
in that year. 149 Nevertheless, the annual accounting concept does not
require taxpayers to close their eyes to what happened in prior years.
For example, a prior year may be examined to determine whether a
repayment gives rise to a regular loss or capital loss. The rationale for
this rule is easily understood; if money was taxed at a lower rate
when received the taxpayer is accorded an unfair windfall if repayments are deductible from receipts taxable at the higher rate applicable to ordinary income. 150 Thus, on the extinguishment of a SCIN,
the seller should be entitled to a deductible loss and its character
$4,000 = $6,000.).
141. See I.R.C. § 453(c) (1985) (the income recognized for any taxable year from a disposition is that proportion of the payments received in that year which the gross profit bears to
total contract price, thus 6,000/10,000 = 6/10).
142. Id. ($2,000 [payment received] x 6/10 [gross profit ratio] = $1,200).
143. The following table provides an illustration:
Year
Sale Year
1
2

Payment

Gain

Basis

Received

Recognized

Recovered

$2,000
2,000
2,000

$1,200
1,200
1,200

$ 800
800
800

$6,000

$3,000

$2,400

144. The selling price was contingent on whether the seller would survive the stated term
of the SCIN. Since the seller died before the SCIN expired, the selling price became fixed at
the seller's death in the amount of $6,000.
145. Selling price ($6,000) - adjusted basis ($4,000) = gross profit ($2,000).
146. Gain recognized at the time of seller's death ($4,800) less actual gross profit ($2,000)
= amount of excess gain recognized ($2,800).
147. 344 U.S. 6 (1952).
148. See id. at 8.
149. See United States v. Lewis, 340 U.S. 590, 592 (1951).
150. J. FREELAND, S. LIND & R. STEPHENS, FUNDAMENTALS OF FEDERAL INcoME TAXATION
714 (4th ed. 1981) (citing Arrowsmith v. Commissioner, 344 U.S. 6 (1952).
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according to the nature of the original

The Purchaser'sTax Results

Section 453 applies only to the seller and does not govern the purchaser's tax consequences. Section 1012 provides generally that the
basis of property acquired by purchase is the cost of such property. If
in connection with the acquisition of property the purchaser personally assumes a mortgage obligation, his cost includes the face amount
of the mortgage.' 5 ' The same result follows where the acquisition is
consummated by means of a purchase money mortgage. 52 In both
instances, the obligation of the purchaser constitutes additional consideration which is included in the total cost of the property.
Liabilities which are so contingent and indefinite that they are
not susceptible to present evaluation are not includible in basis. 53
No amount is included in cost with respect to the contingent and
indefinite obligations until such time as they become fixed and absolute and capable of determination with reasonable accuracy. Because
the probability of the seller dying before the stated maturity date of
a SCIS is low, the SCIN is not so contingent and indefinite as to
preclude it from being a part of the cost of the property. If the seller
dies before the SCIN's maturity date the extinguishment is then
treated like purchase price adjustments and section 108(e)(5)
purchase money debt reductions. The purchaser's basis in the acquired property is reduced to reflect his actual payments and the
purchaser returns any excess deductions taken in previous years as
income.154
C. The Recomputation Method Supported
The recomputation procedure is the same as that employed in
purchase price adjustment cases and section 108(e)(5) purchase
151. See Crane v. Commissioner, 331 U.S. 1 (1947).
152. Cf. I.R.C. § 108(e)(5) (West 1985) (The reduction in purchase money debt obligation
causes concommitant reduction in value. The reduction is necessary because the face amount of
the purchase money debt obligation was included in the purchaser's basis at the time of the
sale).
153. See Columbus & Greenville Ry. v. Commissioner, 42 T.C. 834 (1964), aff'd, 358 F.2d
294 (5th Cir. 1966), cert. denied, 385 U.S. 827 (1966); Rev. Rul. 55-675, 1955-2 C.B. 567.
154. This conclusion is based on the Tax Benefit Rule. The Tax Benefit Rule is a judicially developed principle that modifies the annual accounting system. Often an apparently
completed transaction will reopen unexpectedly in a subsequent tax year, rendering the initial
reporting improper. When a deduction is recovered in a subsequent year, the taxpayer must
recognize the recovery as income in such year. See Hillsboro Nat'l Bank v. Commissioner, 103
S. Ct. 1134 (1952). See generally Bittker & Kanner, The Tax Benefit Rule, 26 U.C.L.A. L. REv.
265 (1970).
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money debt reductions, hereinafter referred to collectively as
"Purchase Price Adjustment Cases." In Purchase Price Adjustment
Cases, unlike SCIS, the purchase price reductions are not contemplated under the original sale contracts. 155 On the extinguishment of
a SCIN, there is in fact no purchase price reduction because the
seller received all that he bargained for. There is a reduction of the
deemed purchase price only. The recomputation principles applied in
Purchase Price Adjustment Cases, nonetheless, should apply to contingent payment sales and to SCISs in particular. In both the
Purchase Price Adjustment Cases and the SCIS, a subsequent determination is made that the seller and purchaser erroneously reported
the tax consequences of the sale transaction. Whether the subsequent
determination is based on facts unknown at the time of sale or on
facts contemplated at the time of sale, the point is that the sale
transaction was originally reported based on erroneous assumptions
and now must be reported correctly.
The Pinzur-Beskin theory and the Banoff-Hartz theory fail to ask
the crucial question of whether any gain from the sale was in fact
realized. In determining whether any gain was realized, the actualities of the transaction must be considered.1 5 6 A SCIS is merely a contingent price sale 57 having a stated maximum sale price which is
subject to reduction in the event of the seller's premature death. 58
Like any other contingent price sale, the contingency provision in a
SCIS is the result of arm's length bargaining by the parties 59 and
should be respected by the courts. By focusing the analysis of a
SCIS's tax consequences on the question of whether any gain was
realized from the sale, section 453's nature as a special method for
reporting income is respected. Section 453 applies only after a determination is made of whether gain was realized from the sales transaction and does not offset that determination except in the case of contingent sales. 60 Finally, by focusing the analysis on the amount of
gain realized from the sale, the seller and purchaser both obtain the
tax consequences they bargained for.'' In return for the higher ag155. See Hirsch v. Commissioner, 115 F.2d 656 (7th Cir. 1940); InterCity Television Film
Corp. v. Commissioner, 43 T.C. 270 (1963); J.P. Jerpe v. Commissioner, 45 B.T.A. 199 (1941),
acq., 1942-1 C.B. 9; Rev. Rul. 72-570, 1972-2 C.B. 241.
156. Minnesota Tea Co. v. Helvering, 302 U.S. 609, 613 (1938); Kanawha Gas & Util. Co.
v. Commissioner, 214 F.2d 685, 691 (5th Cir. 1954).
157. See Temp Reg. § 15A.453-1(c)(1), 46 Fed. Reg. 10,711 (1981).
158. See Temp. Reg. § 15A.453-1(c)(2), 46 Fed. Reg. 10,712 (1981).
159. See supra notes 7-32 and accompanying text.
160. See Hillsboro Nat'l Bank v. Commissioner, 103 S. Ct. 1134 (1983).
161. The results produced are based on transactional rather than annual accounting. The
results reflect the economic realities of the transaction. See also Roth, supra note 49, at 320
(although David Roth does not fully elaborate, his conclusion concerning the income tax conse-
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gregate selling price occasioned by the contingency clause, the seller
accepted the risk that a realized loss or a lower realized gain from the
sale might result. Under the analysis of this paper, the seller incurs
the tax consequences appropriate to what he bargained for. Likewise,
the purchaser bargained for the possibility of paying a small purchase
price for the property and if the contingency occurs, his basis in the
property reflects the outcome of his bargain.
VII.

THE SCIS AS AN ESTATE PLANNING DEVICE

In light of the above analysis, a reconsideration of a SCIS as an
estate planning device is appropriate. SCISs resemble private annuities and have been hailed as superior to them as an estate planning
device."' 2 This section analyzes a SCIS as an estate planning device
by comparing it to a private annuity.
A.

The Private Annuity and SCIS Compared

A private annuity is an arrangement whereby an individual sells
property to another in return for the purchaser's promise to make
periodic payments in fixed amounts to the seller for the remainder of
the seller's life. 6 3 If an annuity transaction is free of a gift element
the property transferred in exchange for the private annuity is not
included in the seller's gross estate for federal estate tax purposes.
Thus, the estate tax consequences of a private annuity and a SCIS
are identical.
For income tax purposes, each annuity payment is allocated between a capital component, one part of which is treated as a return of
basis and the other part as capital gain, and an annuity component,
which is treated as ordinary income."" Although the annuity component is actually interest, the purchaser is not permitted an interest
deduction. Each payment under a SCIS also consists of two components: an interest component, which is treated as ordinary income,
and a capital component, one part of which is treated as a return of
basis and the other part as capital gain. 165 Unlike the private annuity,
the purchaser under a SCIS is allowed an income tax deduction for
the portion of each payment which represents interest.1 66 Since the
risk premium in a SCIS arguably can be reflected either as an inquences of SCINs parallel the conclusions reached in this article).
162. See supra note 5.
163. See generally 1 ESTATE TAX TECHNIQUES, § 14.01 (J.K. Lasser Tax Inst. ed. 1983)
(discusses the use of private annuities).
164. See Rev. Rul. 69-74, 1969-1 C.B. 43.
165. Id.
166. See Roszak, supra note 1, at 26.
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creased purchase price or as an increased interest rate, a SCIS has a
distinct advantage over a private annuity from a purchaser's point of
view. The negative aspect of reflecting a SCIS's risk premium in the
form of a higher interest rate is that the seller must report that
amount as ordinary gain, rather than as capital gain, which is the
case when the risk premium is paid as a higher purchase price.
At the seller's death, the principal tax advantage of the private
annuity is that deferred gain is not recognized if the seller dies before
his actuarially determined life expectancy. 167 A SCIS is similar to a
private annuity in that the seller does not recognize any deferred
gain at his death. Gain realized from the sale is recomputed at the
seller's death, however, because a SCIS is a contingent payment sale
under the installment method provisions. The seller who dies prior to
the expiration of the SCIN's stated term has reported more gain than
was actually realized. The payments received by the seller pursuant
to the SCIS contract and SCIN were taxed assuming a gain realized
based on the stated maximum sales price. The seller is therefore allowed a deduction on his final income tax return in an amount equal
to the excess of the reported gain over the actual gain. This is another distinct advantage of a SCIS over the private annuity. With
respect to the purchaser, the consequences of the seller's death are
the same under the private annuity and the SCIS. Under both methods, the purchaser's basis in the property is equal to the amount of
payments made by the purchaser. Also, the possibility of recovering
excess deductions in the year of sale and reporting that amount as
income exists under both methods.
A SCIS enjoys one final advantage over a private annuity. The
purchaser in a SCIS knows in advance the maximum amount he will
be obligated to pay.' While he may end up paying less than this
6 9
amount, he will not pay a greater amount."
B.

The Practicality of Private Annuities and SCISs as Estate
PlanningDevices

A SCIS definitely enjoys some distinct advantages over a private
annuity. This, however, does not necessarily mean the SCIS is a practical estate planning tool. A private annuity has been referred to as
the "most discussed, least used" technique in estate planning. 7 0 The
reason is that if the annuitant lives to his full life expectancy or most
167. See Banoff & Hartz, Sales or Property,supra note 1, at 516 n.91.
168. See Roszak, supra note 1, at 26.
169. Id.
170. Cooper, A Voluntary Tax? New Perspectives on Sophisticated Estate Tax Avoidance, 77 COLUm L. REv. 161, 194 (1974).
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of it, the estate planning advantages of the transaction quickly
fade. 171 The periodic payments to him will have totalled the full
value of the property with nine percent interest. He will have paid an
ordinary income tax on the interest component of the payments as
well as a capital gain tax on any appreciation which had accrued on
the property at the time of original transfer. 2 He will be unable to
exploit the capital gains tax avoidance opportunities available on
property held until death.' 73 The annuitant will have won on his annuity but lost on his estate planning, more will have come back to
him than he originally paid out, and his prospective heirs will be enriching him rather than vice versa.' For all these reasons, planners
frequently view the private annuity as an estate planning gamble
which is not a good actuarial bet.' 75
A SCIS is also an estate planning gamble and is a worse bet than
the private annuity. Since the length of a SCIS payment period is
less than the seller's actuarial or actual life expectancy, the possibility of a seller living to the expiration date of a SCIN is greater than
that of a seller living to his actuarial life expectancy. In the event a
seller does live to receive all SCIN payments, the estate planning advantages will disappear for the seller just as they did for the seller
under a private annuity. More will come back to him than he originally paid out because of the risk premium that is a necessary element of a SCIS.
VIII.

CONCLUSION

For federal income tax purposes, a SCIS is a contingent payment
sale. Since the selling price of property under a SCIS is not determinable until the seller's death or until the expiration of the SCIN's
stated term, the gain or loss realized from the sale also is not determinable until that point. The tax policy objective of annual accounting, however, motivated Congress to provide a special method of accounting for reporting these transactions. This special method
requires the seller to assume the stated maximum selling price under
an agreement which will be received by him, and to compute his
gross profit accordingly. On the seller's premature death, this method
contemplates the seller computing and reporting an adjustment similar to the one made in Purchase Price Adjustment Cases. The purchaser's basis in the underlying property is also treated in a manner
171. Id.
172. Id.
173. Id.
174. Id.
175. Id.
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similar to that in Purchase Price Adjustment Cases. Although the income tax advantages of a SCIS outweigh those of a private annuity, a
SCIS is not an effective estate planning device. A SCIS is an estate
planning gamble and if properly structured, a poor one because it is
more probable than not that the purchaser will end up enriching the
seller rather than vice versa.
ROBERT J. ONDA
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